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The Need for Policy Reform 
. . - . . 

The recipe for develclpmen t is about one part economics and . .  - 
two parts palitics. Piny freshman student af econamics~ for 
example3 can explain the results for a nation when it consumes 
and invests mare than it produces without adequate prc~vision For 
capital inflow emd its prc~ductivg use--inflation? pressui-e on the 
exchan~e rate3 balance of payments difficultiesy and growing 
internal and international debt* ic one combination or another. 
Measures designed k c  alle~iate~this familiar syndrame may seem to 
number about one pel' economist. whereas the single overarching 
nc~n-economic solution rests on a factor often called "political 
will." 

Large parts of t h e  world tc~day? especially Sub-Saharan 
Africa? are in economic and political disarray? with incomer, and 
p s r  capita aqricultural production falling? and with high degrees 
of political instability. In Latin America large external debt 
is shaping policy decisions that have high short-run etzonclmic and 
political casts. The rate of increase in yarld trade is slacking 
off. and newly emerging economies.are finding it more diff;.cult 
to penetrate world markets. - 

.. . 

113 this world context, two great' ideologies compete .far . 
center stage.. , One stresses' the individual's freedom of act inny 
market. forces and.:competition; price as. an allocatc~r of ' .  . . 

. -  - 

rpsources, and the canstrained role of gave;-nments. The other . . 
espous?s governmev~t organization of the ecctnomyr 1 imi ts t o  . .  . . 
freedoms that might interfere with. the state's decision-making , . . . . . 
authority. and a bel.ief in the inefficiencies of markets. Each 

. . 
idsology comprises intellectual and pol-itical ingredients? and 
each claims to represent society"~ bust hope of achieving 
material plenty'while enhancirq humane values. . . . . 

In the 1950s many newly emerging nations adapted a pc~litical 
and economic development strategy based on a stronq qavernments 
planning? large state sectors. and single party leadership. 
Whatever the ful2.range of causes? this approach did not provide 
either development or the full ficlwering of the human spirit. 
Many nations became economic and political disasters. Even 
states ~hich.adopted what appeared to be a market-based approach . . 
were often so freighted down with the burden of single party - 

I .  

! (read? single man) leadership that cronyism and authc~rity 
dominated and markets never were given the chance to operate. 
Still, as long as some growth occurred! such high cost models 
could b e  continued, even if largely to the benefit o f  the 
directors of such systems. . * 

Several major events in the 1970s precipitated the current 
emphasis on policy reform? t h e  attempt to strike an optimal 



balance between the positive but constrained role of government 
and the necessarily more open-ended role of private initiative. 
The rapid increase in oil prices caused immediate problems 
thrctughaut the world economy. but it mast severely affected less- 
develctped countries. The second oil shock in 1979 again 
worsened the economic position ctf these countries, out this time 
adjustment problems were compounded by rising interest rates on 
loans less-developed countries sought to maintain consumption irl 
the face of falling real ificctmese Third, population pressure in 
many areas began to threaten development and political stability, 
and rising productivity displaced short-run redistributive 
schemes as the single most impyrtant way of raising the poor out 
of poverty. Finally. political thinking in the developed 
countries began to reflect a broad suspicion that the boundaries 
~f state authority had been extended too far into their market 
economies. resulting in declining productivity. reduced or 
negative growth rates? and worsening income distribution, and 
this thinking began to be felt in the advice given by more 
developed countries to less-developed countries. 

Many less-developed countries now suffer from multiple and 
prafound problems: macro-economic imbalances. inflation9 and 
unsustainab le rates of domest ic resource absorption: reduct ions 
in net capital inflows and in some caszs increases in net capital 
outflows; and heavy debt burdens that require raising domestic 
savings tct very high levels. These countries need to expand and ' 
diversify exports. while addressing the high cost of required 
stabilization and structural changes. 

This situation has resulted in a growing emphasis on policy 
reform5 mainly in sub-Saharan countries and in middle-income 
countries with severe debt service problems. In donor prcgrams. 
policy reform efforts take a varizty ctf forms? ranging frxn 
education through persuasion ta conditions that are attached to 
loans and credits. A11 attempts at reform contain common 
elements: smaller budget deficits. tighter monetary control? more 
realistic e::change rates. and similar macrctecanomic measures. 
Also, conditions attached to loans often encourage institutional 
change such as the freeing o f  markets and a reductiorl in the role 
of parastatals. Finallyz some conditions relate to strengthening 
a government's technical abi1i-t:- in such areas as budgeting and 
civil service management. . . . .. 

In brief, the argument in favor o f  palicy reform rests both 
on the need to reverse the collapse now being experienced in many I 
less-developed countries and on the Western econc~mic tradition of 
Adam Smith's market-led development. The other Western 
intellectual tradition of statist development is clearly on the 
defensive? both in the West and in various Soviet-type economies 
worldwide. a ,  



Ihe Theory of Reform-and the Need for a 
Strenqthened Ftr-ralvtical Framework 

Essentially "the market" is a system in whlch 
decentralized units operate autonornously on the basis o f  
knowledge generated within the market system. The concept traces 
back not only to Adam Smith but also to the important debate 
among academics in the 1920s and 1930s between the advocates of 
planning and those favoring mark~ts one of the rnctst impctr tant 
debates ever to occur among economists on the rslatinnship 
between knowledge and rational economic decisictn-making. It was 
part of the open ideological dgbate stimulated by the Russian 
Revolution ctver the relative merits ctf socialism and capitalism. 
Its cefitral issue was the most efficient procedure for the 
generation? diffusion3 and use of decentralized knov~ledye. 

The market model is just one possible arrangement for 
prctviding rules for decision making . information generatian 2nd 
processing3 and institutictnal and individual mativation. key 
features of any economic system. The basic case for the market 
is that economic- decisions will most closely reflect individual 
wants and resource scarcities when they are decentralized among 
autonomous? privately-held producing units. These u17j.t~ are 
efficient because they have the best information available on 
consumer needs and production capabilities. and serve the 
individual (motivational) needs of the producer (who keeps the I 

profit) as well a5 the worker (who keeps his wage). When markets 
are competitive. and there are no significant external effects 
(the case of public gctods. for example. or externalities in 
productionir price forms the main kind o f  information needed by 
both households and producers for ratlonal decision-making which 
associates ends with the means of satisfying those ends. The 
role of government in this  mae el is 011e of referee3 prctvidzng 
"hctnest v~eights and measures," and providing legitimate public 
goods. 

Clearly. the case far the market can be stated strongly, and 
underpins conditionality in A.I.D.. the World Bank. and the IMF. 
However5 serious conceptual problems remain in the application of 
market criteria. as will b e  noted below. . 

Robert Cassen 'in 1986 co~trd inated a major intergovernmental 
study af  aid effectiveness. and his conclusions reflect the 
importance o f  policy-based aid flows as well as their 
limitatxons. His major findings are as follows. 

-- Experience with policy dialogue ranges from the 

reasonably successful to the consplc~tctusl y 
unsuccessful. In effect. it is easier to identify 
common faulty policies (overvalued currencies. 
unsatisfactory price structures? and the like) than to 
design a strategy that is apprctpriate to each cctuntry's 



capacities and likely to si~cceed in contemporary 
conditions. 

-- Sometimes inadequate consideration is given to the 
relationship between short-run programs and the 
requirements for future develapment. For example! 
exchange rate reductions will need langer term scpport 
in poorer countries than in rniddle-incame countries. 
Similarly? higher prices to farmers must be suppc~rted 
by provision of essential inputs such as credit, 
fertilizer? appropriate plank varieties? and transport. 
Particular attention -must be pasd ta effects on the 
pc~or as food prices increase. 

-- T h e  success of policy refdrm rests heavily on the 
institutional capacity of the less-developed countries. 
This includes the politic31 commitment of the 
leadership and adequate negotiating strength and 
analytical capacityz which m3y require t~chrical 
assistance. In the abscnce of these criteria. the 
policy reforms will be viewed locally as having Seen 
imposed. 

In evaluating the effects of A.I.D. conditionality and 
structural adjustment programs, Ron Hood? Judith McGuire~ and 
Martha Starr concluded in 1988 that "significant variation # 

I EexistsJ between countries in the degree? duration and 
distribution of hardship associated with the transition." With 
respect to the degree and duration of hardship? three impartant 
factors are: 

-- The rnasnitude of the zdjust ~ r o b l ~ m .  In general. the 
larger the magnitude of the adjustment problemz the 
larger the initial contraction required to stabilize 
the ecunomy. Countries with heavy debt burdens and 
significant terms of trade deterioration have been 
particularly likely to undergo pronounced--and 
sometimes prolonged recession ( e . g . ,  Chile). This 
includes rr -ny o f  the heavily indebted middle-income 
countries3 as well as law-income countries in Sub- . Saharan Africa. 

-- 
I, The "deep-rc~otedness" a f  the ad iustment problem; In 
I generalz the longer the period of postponing adjustment 

I via ad hoc measures, the more deep-rooted the problem 
I 

- becomes in the sense of producing a distortion-driven 
economic structure. Large divergences between the 

. , - .  pattern o f  investment? prcduction and employment and 
underlying international competitiveness tend to 

. . produc? large initial cantractions in inefficient 
. . . .  sectors and long periods before growth resumes. In 

. .. . . contrast3 same countries developed large cyclically 



induced macro imbalances in the early 1990s that had to 
be addressed through stabilization; but because their 
underlying econcmic structures were basically 
competitive? growth resumed, unemployment fell? real. 
incomes returned to normal" leels? @kc. with world 
economic recovery (e.g., Costa Rica). 

-- The level o f  development and deoree of economic 
dvnamism. The speed at which benefits of adjustment 
materialize depends on countries' level of dgvelopment 
and degree of economic dynamism. For esample? the 
medium-terp impact of devaluation on encouraging 
efficient import substitution and non-traditional 
export promotion .'is likely to be much greater in a 
context where a dynamic groups of industrial 
entrepreneurs already exists. Higher food prices raise 
small farmers incomes and induce a supply response only 
if they are integratkd in to the market via a system of 
decent roads. Reorienting government services to 
target the poor may take an unacceptably long time if 
the bureaucracy does not work well to begin with. In 
other words. while adjustment may be a necessary 
conditic~n for sustained growth and development. it is 
nat necessarily sufficient. 

These cautions aside? the theory-.of markets remains a e 

powerFu1 tool of analysis9 and the market remains a strong 
driving force in policy farmulation throughout the world. There 
is an important qualification? however. The conditions that 
underlie market efficiency are very stringent? and unlikely to be 
found in practice. These "efficiency conditions" are said to be 
met when the economy is in such perfect "balance" that no one can 
b e  made bstter aff without makiny someone else worse off.% They 
Include. for example? "perfect competition?" and the necessity 
that prices reflect full social casts and that producers and 

'When economists mention "efficientz" they usually have in 
mind the line af thought developed by Viffredo Pareto? a 19th 
century ltaliart economist and sociolc~gist. One condition is that 
the marginal rate of substitution (in consumption) between any 
two goodsy or betmeen any goods and leisure, should be the same 
for all consumers, in the absence of externalities. This 
provides for efficient allocatiol~ of goods. A second condition 
is that the marginal rate of substitution (in production) between 
any two inputs should be the same for all producers? whether 
producing the same or different goods. This provides for 
efficient allocation ctf resources. Inccl~~e distriSutioli is taken 
as given? and there is the further assumpticn that theawelfare of 
each individual depends solely on his -own consumption and is not 
affected by the consumption u f  ~thers. In this model? prices 
must reflect full social costs (no e::ternalities). 



. 
consumers alike adjust their consumption and input decisions 
precisely in accord with such prices. 

Because these conditions tax credulity3 economists have 
explored the significance of pol icy. recc\mmendations in their . . 
absence (i.e.? in the real world of market imperfections of 
various kinds). In this "second best" real world it is 
recognized that if even ctne ctf the efficiency conditions is not 
met, then all cctnsurnptlun and pr~duction decisions become 
economically ambiguous. This means that if there are, for 
example7 impartant elements of monopaly in the economy, then the. 
welfare eff~cts of this or that policy recctmmendatian can never . . 
be ful ly understood. 

K. Toh af A.I.D. explored this possibility in a paper 
presented to A.I.D. economists in 1994. His central paint 
summarizes we1 1 the significance ctf second-best salut ions. 
Because in practice it is very difficult to trace the complicated 
effects of clne change on the rest ctf the economy:. he suggests 
that three implications follow. 

First, it-is unwise tn advocate any particular policy 
without understanding the particular circumstances under 
which the policy operates. Second, the argument for 
government controls in order to correct the failings of 
unregulated markets is generslly not valid. Government is * 
not omnipotent. It is not only markets which fail j there 
are government failures too .,... Thirdr given the facts that 
market failures are relative and not absol~tc'~ and the 
continuing presence of the second-best problem, one 
practical solution is to compars the relative efficiency 
.between public and private sectors and allow each to.do 
those things which i t  can do better than the other. 

In sum, the central lessctns taught by the second-best 
problem and the more gensral limitations o f  our aralytical base 
are that global policy suggestions are inappropriate, and that 
within a national economy smal lerr but certainly more C ~ U ~ ~ C # U ~ P  

steps may be better than larger ones until the full implications 
o f  a policy change become apparent. 

C 

Another reason for caution has been expressed in a critique 
o f  Bank programs by one of its officials. The market-based. 

I analytical model guiding conditionalrty does not provide a 
I 
I quantitative guide to the behavioral relationships linking inputs 

(policy actions) and outputs (rnacrcteconomic performance). In the 
absence of such a framework linking, for example, trade refarm to 
changed levels and patterns af trade, the long-term uutlaok is 
far clearer than the short-term outloctk. In effect, the specific 
effects of the reform are somewhat unpredictable, especially in 

the short-run. This is another argument for gainq cautiouslyr 



and with great attention to costs3 in establishing 
conditionality. 

conditional it^ within A.1.D- 

A.I.D.'s approach to conditionality essentially is based on 
variants of the two-gap model. with some consideration given ta 
the monetary approach to the balance of payments, and is similar 
to the World Bank" approa~h.~ Essentislly~ it is based on a 
commitment to reforming all government policies that reduce 
efficiency? employment, equity-; or grctsth? while recognizing the 
extent of the trade-offs amonq these variables. To achieve these 
goals? the conditions attached to loans are derived basically 
from necclassical economics and growth theory and embody a 
pragmatic approach tct institutional ch=.;iges that support market- 
led development. 

The pattern ctf A.I.D. conditionality is revealed in several 
recent studies. A.I.D. conditictnality provisions by policy area 
and country in fiscal yea\- 1986 are shown in Table 1. The one 
fact that stands out is the extraordinary sweep of these 
conditions--they cut across the entire economy. A. I .D. ' 

conditionality is similar in scope to programs of the World Bank 
and the IMF: .  as shown in Table 2, which summarizes areas a f  
policy reform in Somalia by donor. 

. . 
A EACl study in 1985 examined A.I:D. condjtionality in six 

countries (Costa Ricag Honduras3 Egypt9 Bangladesh? the 
Philippines:. and Sudan). Only .5 of the 19 Development Assistance 
(DA) projects required government. action as conditictns precedent 

"The World Bank analytical. model is based on standard neo- 
classical econamics and variants of the two-gap growth model. 
which stress the saving-investment balance and foreign exchange 
constraints. The model emphasizes the availability o f  external 
resources (which can close either gap) and the capital 
requirements necessary to sustain planned growth targets. The 
focus is on national accaunts and real variables in a Harrod- 
Domar model of an open ecanomy which !:uggests the dynamic . - 
relationship between the capital stock 2nd output . 

The IMF approach to conditionality is derived from the 
monetary approach to the balance of payments. This approach uses 
a flow-af-funds methodology and is ccrnczrned solely with nominal 
magnitudes. The IMFZs emphasis is on measures to reduce balance 
of payments deficits in the short runr whereas the Bank's :. 
conditionality is directed more toward raising growth rates fo 
raise living standards and avoid balance of payments deficits in 
the medium and long run. 



Table 1. A.I.D. PY 1986 Conditionality Provisions by Policy Area and Country 
I 

p a c u l  
Tax Reform ' 

Jamaica 
Senegal 

Promote Exports 
Belize 

Deregulate Prf ce and/or Control a 
Belize 
Ecuador 
Grenada 
Kenya 
Mozambique 
Togo 

Require Purchase or Attribution 
of Equivalent amount in U.S. 
Commodities (code OCO) 

. Bolivia 
Costa Rica 
Dominican Republic 
Ecuador 
Guatemala 
Israel 
Jamaica 
Mozambique 
Panama 
Somalia 
Tunisia 

Improve Tax Administration 
Haiti 
Honduras 
Jamaica 
Senegal Decrease Administrative 

Con troZs/Ragulations 
Kenya Reduce Expenditures 

Chad 
Costa Rica . 
Dominican Republic 
Zl Salvador 

Enhance Acceas to ~arkets end 
Productive Resources 
Dominican Republic 
El Salvador 
Mozambique 
Somalia 

Require Parchaaa or Attribution 
in Code 000, 899, or 941 
Coun trias Only 
El Salvador 
Egypt 
Grenada 
Honduras 
Sudan 

Limit Domestfo Borrowing 
Coeta Rica 
El Salvador 
!;onduraa 

' Enhance Sntrance Into Selactsa' 
Activities 
.Somalia 
Togo 

5 

Reduce Price or Market ~ont;ols Limit External Borrowing 
El Salvador Enhance Prf vnte Sector Access to 

Foreign Exchange 
Costa Rica 
Honduras 
nor ambique 
Somalia 

Belize 
Kenya 
Togo P e d t  Interest Rates To Rise to 

Market-Clearing Levels 
Ecuador . . Increase Accesb to Domestic 

Credit 
Somalia Enhance Pri vete Sector Access to 

Commercial Credit , ' 

Coata Rica 
Togo 

Reduce Reetrictfons on Exports 
Belize Increase Private Sector Access to 

State Agrfcultural Roldfnga 
Dominican Republic Reduce Administration of 

Restrictions on Exports 
Belize 
Kenya 
Haiti 
Senegal 

Limft/Reduce Export Taxea 
Dominican ~epublic 
Zaire 

Divest Paraatatale 
Coata RFca 
Grenada 
Qanama 

Foreign Exchange (general) 
Zaire 
Zambia 

Reduce Import Tariffs 
Ecuador 
Kenya 
Senegal 
Zaire 

Restrict Parastatal ~ctivities 
Belize 
Grenada 

Reduce/Elfmf. ate Difference 
Between Official and Market 
Exchange Rates I 

Costa Rica 

2 Source: A.I.D. (1986). 

5 
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Table a. Arcu of Policy Refon in S o d a ,  by Donor 

AJD. Y u  Y a  Yea Yes Y u  Yes Yes 

World Bank 

IMF 

UH. 
Ag cncicr 

Y u  Y a  Y a  Onlywhar Y u  Y a ,  but Yes 
4 w m e  might ac- 

cept BUM- . 
dics for 
mme sac- 
ton 

Ya, W- Ya, w e  Ycp, weakly Ambiguous I* will Ya, weakly Yes 
PAY thein 

Favor, but Ya Ya mong- Yy lead to Not much Yes Ya 
don't cxpbct ly, but no mvertmcnt 
it ?tion 

Not inta- Not trtcr- Ya, bin whae Yu,  but aoc Ncl irua- Ycs 
v i t w d  v i m d  d y  push- rRxopirra pushing v i m d  

inn 

Y a  Yes 

Yes Yes, but 
not Frrndr 
banktn 

Ya Not inm . 
vicwcd . . 

Low u Y a  Yes 
possibk 

Floorr. 
ailmgs 

Roars, 
ceilings 

Slow, 

Yes 

Fl- 
ccilingr 



or covenants. Of the eight Economic Support Fund (ESF) programs 
studied? the four with policy conditictns were in Egypt, In 
general? where A.I.D. did not use project eanditionality there 
were at the same time significant ESF programs with 
conditionality. 

The GAD report noted the difference in emphasis and scope 
among the three types of assistance (DA? ESF9 PL-4801, and 
cancluded that each is unique in,serving as a vehicle far the . 
policy dialogue which is expected to result in pal icy change. 
There isz however. the additional considerationof thepolitical . 

and strategic position of the recipient countray in A.I.D. 
programming. Given the gradations of pc~litical and strategic 
position among countries receiving A.I.D. assistance? it is 
difficult to generalize in the abstract on the success of policy 
dialogue. It worked well in some places and poorly in others. 

A different perspective is provided by a study of A.I.D. 
conditianality in its 1996 Commodity Imp~rt and Cash Transfer 
praqrams. Cc~nditionallty was emplctyed with greatest frequency in 
the Latin America and Caribbean regictns? and used scarcely at all 
Asia and the Near €act. Sub-Saharan Africa fell in between those 
e::tremes. Second, where conditianality was employed? it tended 
to become more comprehensive and detailed as the amount of 
resources devoted to the program increased. Third? while 
A.I.D.'s use of canditionality is increasing9 the total amount c t f p  
i ts resources cctndi t ioned on macroeconomic performance s+;i 11 
constitutes a comparatively small proportion of total U.S. . -  
bilateral economic assistance. In FY 1986? for example9 20 
percent o f  €SF resources had some conditionality of this kind 
2 t tached . 

The study found that economic policy conditions attached to 
Economic Support Fund programs fall into four categctries: ( 1 )  
nonfinancial public sector (reducing expenditures; promoting tax 
reform: dismantling price and market controlsz including low. 
prices paid by parastatals for agricultural commodities: - 
rationalizing the public investment budget; reducing subsidies; , 

and divesting. or restricting the activities o f  parastatal 
enterprises) ; (2) mctnetarv pol icy (reducing the public sector's' 
capacity ta borrow domestically or abroad? decontrolling of * 

interest rates? and channeling moie credit to the private - ' 

sector); (3) foreisn trade and exchanqe rate policy (reducing , 

tariffs or administrative controls on imports? and? less 
commonlyz eliminating export taxesz lctc~sening administrative - - 
requirements for exports? and reducing the gap beQween official 
and market rates of foreign exchange); (4) policies taward the 
private sector (eliminating price controls and enhancing access 
to productive resources and markets). . 4 

There were additional conditions such 3s tying of the . 



stabi lization./structural adjustment program to the purchase d f  an 
amount of goods equivalent in value from the U.S. ar a restricted 
group of LUCs. This condition was applied to all countries in 
the Latin American region except Haiti whose trade already was 
heavily oriented toward the U.S. ... . .' 

The study also revealed that conditionality varied by 
region. The countries in Asia and the Near East, including the 
leading recipients of U.S. econoqic assistance. are s~tbject to 
negligible canditionality. Conditionality in the Sub-Saharan 
region is relatively more concentrated in the external and . 
private sectors. In the Latin,American alld Caribbean region, 
there is a wider variety of conditionality with greater frequency 
than in the other regions3 .and conditiqnality was more evenly 
distributed among the four functional areas noted above. 

Canditionality rarely applies to only one functional area in' 
either Africa or Latin Omerica. Similarly? it was also rare for 
a recipient tcn be simultaneously subject to conditionality in all 
four areas. The only exceptions were Costa Rica and El Salvador? 
boch of which had comparatively large programs. 

A.I.D.'s experience with policy conditionality in Mali? 
Somalia9 Zaire3 and Zambia9 was studied in 19879 and the results 
can be summarized as follows (quoking and paraphrasing from the 
final report) : 4 

Aqricultural'sector impacts. ( 1 )  Farmers responded to . 
changes in incentives. There is clear evidence that farmers 
responded to freer markets and price signals and made choices 
that maximized their welfare. (2) Policy refurms led tc~ 
significant increases in f o o d  production. In the presence of 
adeqctate rainfall donor-assisted pol icy reform programs were the 
dominant causes of increased food autput in Somalia? Zambia, 
Zaire and Zimbabwe. (3) The major beneficiaries were small 
farmers. ( 4 )  Agricultural policy reforms had a quick impact on 
output and income. This supports the view that the quickest way 
to lift 6frican agriculture from its current stagnation is to 
support reforms in the producer's incentive structure. ( 5 )  
Policy reforms had the greatest impact where other constraints 
were less binding. (6) Policy reforms promoted private sector 
development in r w a l  areas. 

8 - " .  
Economy-wide impacts. ( 1) ~istr ibut ional equity has improved 

and the urban bias of the economic systems has been reduced? 
results consistent with the United States" fundamental goals in 
5upporting policy reforms. (2)  M a r k e t  structure and spending . 
reforms helped African governments in their efforts to cut budget 
deficits. !3) Reform programs had favorable effects on balance 
of payments. ( 4 )  Macrcrecclnomic progress has been slow because o f  
bad weather, falling export prices. and large debt service 
payments. 



Implementation. ( 1 )  Policy reform implementation failures 
can defeat the best program (Zambia was most seriously affected 
by these problems). ( 2 )  Price intervc.~.~tions were extremely 
difficult to manage. (3) There was insdfficient donor assistance - '  

to keep import levels from falling and inflation from increasing. 

Role af donurs. ( 1 )  In some casesr the combination of 
financial necessity and common sense led to structural adjustment 
even ~~ithc~ut reform programs. (2 )  At the same time, external 
assistance was critical to the4adoption nf policy reforms b y  
African gavernments. (3) A.1.D." role has been both catalytic 
and SLIPPOI- t i ve. 

Continued emphasis on policy reform. ( 1 )  Policy reforms are 
not the only answer ta Africa's economic problems? but they are 
an important part of the answer. (2 )  Policy issues stretch beyond 
the purview ctf African governments (e.g. African debt and future 
world trade are international issues). (3) It is important that 
the United States and other donors maintain their commitments ta 
reform programs if these programs are to succeed. 

A s t u d y  of the impact of Zaire" econnmic "liberalization . 
prctgram" casts some liqht on how women fare under policy reform 
(Sines et 
follo?.,s: 

al. 19679 pp; E-6 and E-7). Its conclusions are as c 

. , . - . .  
In Zaire9 women provide a major zource of labor in foc~d 
crop production. The accrual of the gains made under 
policy reform by women depends to a large extent on 
intrahousehold decision making. To the extent that 
this process is inequitable to women in individual 
huusehalds, women will not share equitably in any 
production ctr income increases. 

Women account far only a small proportion of those . 
involved in plantation agriculture. Policy reforms 
which favor this sector will not have as.large a 
positive impact on women as those favclring the . . 
traditional sectctr. 

a 

Women are important in all aspects of t he  food. 
marketing chain. Women farmers appear to be selling 
more as a result a f  price liberalization. The impact ,. . 
on their nutri tianal. status was unclear3 however. . , 

. . 
Price liberalization has had a positive impact on the 
number of women traders. Abolition of prohibitions on 
interregional trade has had -a positive impact an women 
as they are free to benefit fram price differentials 
between regions. 



-- Policies which require a husband's permissican befc~rs 
women can obtain bank accounts and sometimes credit 
have a negative impact on married women" access to 
banking services. These polices have had a negative - 
impact on the operations of women traders. 

While the Zaire experience may not be a guide to 
expectatians everywhere ? the differential impact on women of 
various kinds of policies does suggest strongly that this impact 
must be an important consideration in program design. 

r 

Operat ins Characteristics of Prc~qrams 

Palicy-based nanproject assistance among majar donors can be 
viewed in terms of its varicaus operating characteristics. There 
are9 for e::amplep various effectiveness issues attached to 
different kinds of aid such as its accountability? its efficacy 
at the national versus the sector levels and the best kind af 
linkage between nonpraject assistance and other aid. There are.. 
issues related to the consistency c~f application of assumptions 
and remedies in applying nonproject assistance among countries of 
different sizes and institutional capacities.. 

. . . .  . L 

Measurinq the effects of policy chanqe resulting from. 
carrying aut candi tiona1.j. ty provisions is extraordinari lyr 
difficult. There is no single.quantitative measurer;? such as 
rate c~f return? for example, by which a program can be judged. 
The essential problem is the absence o f  the counterfactual--that 
is? knowledge of the conditions that would have prevailed in the - 
absence of the program? or the effects that would have been 
experienced under alternative programs. 

Essen%ially there are four difficulties common to evaluating 
the effects of program conditionality: ( 1 )  the pi-ecise links 
between policy dialogue and policy change are not clear; (2) the 
precise links between policy change and expected change in the ' 

economy are uncertain; (3) it is difficult to separate the 
effects of a specific policy change from.those effects resulting 
from policy changes stipulated in' other programs front changes in 
external factors such as export markets, and from mirjor internal 
events such as drought or especially good weather; (4I .whcn a 
policy change is merely the first of an anticipated series vf- 
such changes? the findings of the evaluation will depend heavily 
on when it is carried out. 

Because of these limitations9 emphasis in the evaluation of 
nonpro ject assistance is sometimes confined to nonquanti tative 
indicators such as performance disbursement benchmarks that' 
indicate the extent to which conditianality provisions were 



actually carried out. This amounts to checking an the degree to 
which stipulated changes have been carried out9 with fundina 
divided into a series of tranches which are disbursed on the 
basis of  satisfactory pragress in implementing palicy and 
institutional reforms. The benchmark approach is a practical 
method q f  checking what has occurred under a prugram~ but it is 
unsatisfactory to those seeking a synthesized measure of economic 
effects of the program. 

In sum9 evaluation of the effects of nnnproject assistance 
remains an undeveloped art. This suggests that evaluation of 
nonproject assistance will conqinue to rest heavily on various 
performance indicators measuring the extent of compliance af a 
government with the conditilns stipulated. 

Advantaqes and Disadvantaqes of Canditionalitv 

The major advantaqes and disadvantaqes o f  cc~nditionality are 
presented in bo::es 1 and 2. They are drawn from criticism from 
the entire spectrum of literature on structural adjustment. 
(Accordingly 9 some of the language in the baxes quotes from or 
paraphrases this literature. 1 No judgment is made on the 
validity of these arguments; rather, they are intended to convey 
the range of controversy surrounding conditianality. # 

There is no easy way to balance the advantages and 
disadvantages of policy-based program lending. f i  case can b e  and 
has been made in favor of each argument. In one senset a 
balanced judgment will rest on ti40 factars. First, much more 
analytical and empirical work is required on all aspects of the 
effects of conditionality. Second, the way one approaches the 
questions that need to be asked c f  conditionality~ and indeed the 
questions themselves9 will be affected b y  the researcher's world 
vjew9 i.e.? whether the researcher "believes" that less-developed 
countries can prosper in the world ecanomy in a positive sum 
game, or whether- those countries inevitably will lose in their 
struggle with more developed country in a =era sum game. 

Is there any consensus on-conditionality? In generalz there 
is widespread belief among major donors that pa 1 icy-based 
assistance is not only appropriate but necessary given the crisis 
proportions o f  the development problem today. Among major 
recipients, there is'. a record of such assistance being associated. 
with economic growth and alleviation of poverty- A few 
recipients have repudiated the agreement backing. policy-based . 
lending (e.g., Zambia). There has been no seriaue suggestionsr 
hc~wever~ that policy reform in those countries be repudiated as a 
principle. Instead? there are suggestions that in some cases 
pol icy reform should- be carried out more r;lctwly and cautiausly, 
and that conditianality should be accompanied by greater economic. 



ROX 1. ARGUMENTS I N  FAVOR OF POLICY-BASED ASSISTANCE 

bloa ted  and dys func t iona l - s t a t e  sec tors ,  r e s u l t i n g  i n  t h e  s t agna t ion  of  
economic growth while  population continues t o  increase.  The support  
t h a t  had once e x i s t e d  f o r  s t a t i s m  began t o  erode i n  t h e  g r i m  l i g h t  of 
reali ty--poverty,  ignorance, and corrupt ion.  A solut'ion was needed, and 
because t h e  p o l i c i e s  favoring s t a t e - l ed  growth have come t o  be  viewed a s  
p a r t s  of t h e  problem r a t h e r  than a s  golutions,  g r e a t e r  r e l i a n c e  on mar-' 
k e t  forces  is necessary.  No matter  what t h e  imperfections of  t h e  market 
might be, both market and government f a i l u r e s  must be addressed. . + 
2. P o l i t i c a l  s t z b i l i t y  i s  t h e  keyrto economic growth and economic 
growth is t h e  key t o  p o l i t i c a l  s t a b i l i t y .  While t h e  evidence on t h e  
r e l a t ionsh ip  between good p o l i c i e s  and good growth can be  debated i n  
some cases , - the re  is  no case  f o r  t h e  idea  t h a t  a na t ion  can have good 
growth without good p o l i c i e s .  Similar ly ,  while t h e  evidence on t h e  
r e l a t i o n s h i p  between growth and p o l i t i c a l  s t a b i l i t y  can be debated i n  
some cases,  t h e r e  is no case  f o r  t h e  idea  t h a t  p o l i t i c a l  s t a b i l i t y  can 
e x i s t  i n  t h e  presence 'of  economic chaos and dec l ine .  A semblance of  
s t a b i l i t y  might appear, but  only at  t h e  cos t  02 g r e a t  repress ion  of com- 
monly accepted l i b e r t i e s .  F ina l ly ,  economic growth i n  which t h e  bulk of  
t h e  gain goes t o  a , m i n o r i t y  is not  growth f o r  t h e  majority,  s o  it does 
matter  t h a t  t h e  growth be shared somewhat equi tably,  which, i n  turn,  
f u r t h e r  enhances p o l i t i c a l  s t a b i l i t y .  

3. While random ex te rna l  events w i l l  a f f e c t  development, economic 
growth and welfare  depend pr imari ly  on domestic p o l i c i e s .  External  
events c a r  have an u p l i f t i n g  a s  w e l l  a s  ?. depressive e f f e c t  on a I 

n a t i m r s  economy. Further ,  some economies a r e  heavi ly  export  and/or 
import dependent and appear t he re fo re  t o  be *vulnerablen t o  world mar- 
k e t s  o r  t o  t h e i r  chosen t r ad ing  par tners ,  a s  i n  t h e  cese of t r a d e  with 
Eastern Europe. How such a country ad jus t s  t o  t h i s  apparent disadvan- 
t age  i n  t h e  long run depends on t h e  pol icy  set chosen i n  t h e  s h o r t  run. 
Even t h e  poorest  country i n  t h e  world can choose a pol icy  s e t  appropri-  
a t e  t o  i ts  economic condition. To t h e  ex ten t  t h a t  l o c a l  leadersh ip  is 
l e s s  i n t e r e s t e d  i n  growth than  i n  i t s  own pe rqu i s i t e s ,  then  t h i s  gener- 
a l i z a t i o n  does n o t  hold, and pol icy  reform seems of  r a t h e r  academic 
i n t e r e s t .  The r e s u l t  under t h i s  circumstance is economic s t agna t ion  and 
growing intmiserization. 

4. Condi t ional i ty  may he lp  developing country leadersh ip  accomplish its 
In  some cases,  po l icy  changes t h a t  c r e a t e  economic l o s s e s  

M l u l a r  crrouns - th rea t en  t h e  p o l i t i c a l  strencrth of  l eade r s  and 
woula not  be maae unless nonproject- a s s i s t ance  were conditioned on t h e  
change. It is f o l k l o r e  i n  development c i r c l e s  t h a t  A.I .D.  o r  o t h e r  - 
donors g ive  advice t o  count r ies  ( e i t h e r  i n d i r e c t l y  through dialogue o r  
directly through cond i t iona l i t y )  t h a t  t h e i r  own l eadersh ip  would l i k e  t o  
give.  While competent explanat ions.of  t h e  dysfunct ional  po l i cy  and 
i n s t i t u t i o n a l  s e t t i n g s  o f t e n  a r e  ava i l ab le  loca l ly ,  t h e r e  a r e  indeed.. 
cases  where ou t s ide  advice has  been he lpfu l .  Of course, i n  some cases ,  
i f  t h e  condi t ions a r e  made public,  t h e  incumbent government may be 
threatened.  This is obviously a d e l i c a t e  procedure. Nevertheless, out-  
s i d e  advice can sometimes s t rengthen t h e  p o l i t i c a l  hand of l o c a l  l e a d e r s ,  
who propose p o l i c y  reform, provided t h e  donor engages i n  t r u e  dialogue 
t h a t  is support ive r a t h e r  than imperious. 



BOX 2. ARGUMENTS AGAINST POLICY-BASED ASSISTANCE 

1. Limited knowled e base.  The a p  between p o l i c y  and its expected r e s u l t s  is 
enormous even n  9% ope economies. I n  developing c o u n t r i e s  under o ing  r ap id  
s t r u c t u r a l  chatgef an: f o z  which t h o  da tabase  is s e r i o u s l y  l im i t ed ,  !t is f a n t a ~ y  
t o  suppose t h a t  any po l i cy  p lanner  can "manage" economic development by changing 
i n t e r e s t  o r  exchaa e  zmtes, s t i p u l a t i n g  bud e t a r y  l i m i t a t i o n s ,  and t h e  l i k e .  I n  
efiect, t h e  -operatzonal mechanism through w%ich po l i cy  changes a f f e c t  r e a l i t y  i s  
something o f  a "black box." Moreover, rices i n  such developing c o u n t r i e s  some- 
t i n e s  a r e  u n r e l i a b l e  i n d i c a t o r s  f o r  r a t f o n a l  investment d e c i d o n s  among p r o j e c t s ,  
s e c t o r s ,  and regions .  A t  b e s t ,  po l i cy  recommendations should be  l i m i t e d  t o  such 
c r i t i c a l  i s s u e s  a s  develo i n g  t e c h n i c a l  competence among develo i n  
economists and o t h e r s  deaeing wi th  t h e  ecoqomic problem, establ!sh!nco?% and ' 

- i n t e r n a t i o n a l  i n s t i t u t i o n s  f o r  t h e  ongoin review o f  problems and po!iciee, 
p rov id ing  f o r  coord ina t ion  arong donors w 4 0  express  i n t e r e s t  i n  p rov id in  a s s i s -  
t ance ,  and s o  fo r t h .  Thus, t h e  l i n i t a t i o n s  o f  ou r  knowledge suggest  a wyder 
a t t empt  a t  bu i l d ing  l o c a l  t u c h n i c a l  c a p a ~ i t  and i n s t i t u t i o n s  capable  o f  address- 
i n g  p o l i c  i s s u e s  on a  con t inu ing  b a s i s .  F fna l ly ,  t h e  emphasis on market-orient-  
ed c o n d i t f o n a l i t  may r ep re sen t  wishfu l  th inking,  f o r  i n  t h o  very  c o u n t r i e s  h e l d  
u  a s  exam l e s  oY such growth, governments have exe r t ed  a a t rong  i n f l uence  on t h e  
.{ape o f  tEe econony (e.g., sou th  Korea, where t h e  Government has  d i r e c t l y  and 
i n d i r e c t l y  inf luenced c a p i t a l  a l l o c a t i o n  f o r  t h r e e  decades) .  

2. Inheren t  ideo log ica l  b i a s  o f  policy-based lend in  . For  var ious  reasons,  some 
econom ca  y  emerg ng coun r es ave c  osen a  eve 09ment s t r a t e  y  emphasizing 
e m i t ~ a n ~ a r o w t h  :s CO-e$a: aog l s .  $is ha.dsom:t!?mes led t o  %vsfunc t iona l  er- - - - - - . . . - - -. - 
pansion o f  f h e  s t a t e  s ec to r ,  c6 r rup t i on  and t h e  e l e v a t i o n  o f  " p o l ~ t i c s  ove r  eco- 
nomics," and economic co l lapse .  I n  u rg ing  s tandard  p o l i c y  reform measures, how- 
eve r ,  donors a r e  i n  e f f e c t  s u b s t i t u t i n g  t h e i r  own ve r s ion  o f  " the  good l i f e "  
(qrowth be fo r e  e q u i t  ) f o r  t h a t  of  t h e  developing count (growth and e q u i t y ) .  
T t h e  eIEiEiZt ion 0% abso lu t e  pover ty  i s  a  major o b j e c ~ v e ,  then €KE s t r a t e g y  o f  
development must be designed t o  achieve t h i s ,  based on cond i t i ons  indigenous t o  
t h e  count  If a  tendency toward e a l i t a r i a n i s m  i s  important ,  then p o l i c y  
condi t lon%ty  must r e f l e c t  t h i s  rea? i ty .  

3. "Get t in  t h e  p r i c e s  r i g h t "  is on ly  t h e  beginnia  . Although donors a r e  con- 
ce rned  withqshort-run c o s t s  o t  adjustment rxoorams,%he comoression o f  consumo- 
t i o n  fol lowing app l i c a t i on  o f  c o n & t i o n a l i i y  ;tillTreceives-insufficient atteh- 
t i o n .  Equity may depend i n  p a r t  on c u r r e n t  p o l i c i o s  ( d i r e c t  a i d  t o  t h e  poor, f o r .  
example), bu t  it a l s o  depends on who owns t h e  economic a s s e t s  and who c o n t r o l s  
t h e  system. When t h e r e  a r e  wide d i s p a r i t i e s  i n  a s s e t  ownership, t h e  market w i d - .  
e n s  r a t h e r  than  l e s s ens  income d i f f e r e n t i a l s .  I n  e f f e c t ,  t h e  ascendancy o f  p o l i -  
c y  reform lending i s  a  r e t u r n  t o  a  trickle-down s t r a t e g y  of  development t h a t  i g -  
no re s  t h e  l essons  of  h i s t o r y  t h a t  l e d  t o  t h e  movement awa from such t h e o r i e s  and 
toward a "basic  human needs" approach. S imi la r ly ,  even wl th  market-determined 
p r i c e s ,  t h e r e  remain problems of  s t r u c t u r a l  r i  i d i t y ,  p rov i s i on  of  p u b l i c  goods, 
widespread t r a i n i n  problems, and i n s t i t u t i o n a l  c o n s t r a i n t s .  These problem a r e  
a s  important  a s  pr&as; i n  f a c t ,  a  case  can be  made t h a t  wi thout  a t t e n t i o n  t o  
t h e s e  problems, a market system w i l l  be d i f f i c u l t  t o  c r e a t e  o r  maintain.  

4. Asymmetrical po l icy  c o n d i t i o n a l i t  . While s t r i n g e n t  p o l i c y  c o n d i t i o n a l i t y  i S  
a  p l  e  o  man eve op ng coun r f e s tYma jo r  l end ing  c o u n t r i e s  en a  e i n  some o f  
tge ?e:;pract'~cts tfie$condamntin developing c o u n t r i e s  The di?f!cult o f  coor- 
d i n a t i n g  po l icy  among Western Europe, Japan, and t h e  u n i t e d  S t a t e s  dvar$s t h e  
p o l i c y  roblems of most develo i n g  coun t r i e s .  Fur ther ,  t h e  d i s a r r a y  i n  t h e  a g r i -  
cu l t u r a?  p o l i c i e s  of  most deveyoped c o u n t r i e s  s u r e 1  matches t h e  a g r i c u l t u r a l  - p o l i c y  misca lcu la t ions  i n  developing coun t r i e s ,  a1tKough w i t h  d i f f e r e n t  r e s u l t s .  
Growinq t r a d e  r e s t r i c t i o n s  i n  developed coun t r i e s  a g a i n s t  expo r t s  of  developing. 
c o u n t r i e s  g ive s  t h e  gam's awa a s  one of con t inu ing  a t t empts  a t  e x p l o i t a t i o n  o f  
developing count r ies .  (The h t a t i o n s  imposed by t h e  Uni ted  S t a t e s  i n  its 
Caribbean Basin I n i t i a t i v e  a r e  viewed among developing c o u n t r i e s  a s  symbolic of 
t h e  r e a l  d i f f i c u l t y  faced when a  develo e d  country  proposes "he1 ing" a  develop- 
i n g  country.)  The b a s i c  d i f f i c u l t y  w i t {  t h i s  asymmetry is t h a t  f t  r o i n f o r c e s  
w i th in  developing coun t r i e s  a  climate o f  susp ic ion  t h a t  a s s i s t a n c e  t o  them is a 
game amon developed coun t r i e s  played ou t  l a r g e l y  f o r  i n t e r n a l  p o l i t i c a l  reasons,  
w i th  t h e  Ynte res t s  o f  t h e  developing coun t r i e s  t ak ing  a  d i s t a n t  second p l ace  t o  
developed count r ies '  concerns wi th  t h e i r  own economies. I n  t h e  long run t h i s  
approach has  two e f f e c t s :  (1) it makes cooperat ion more d i f f i c u l t  around mutual 
i n t e r e s t s  t h a t  s u r e l y  e x i s t  between developed and developing count r ies ,  and (2)  
it f u e l s  acceptanca of r a d i c a l  thought from Eas te rn  Europe, t h e  Sovie t  Union, and 
China t h a t  s u  g e s t s  t h a t  t h e  only s a f e  course  f o r  developing c o u n t r i e s  i s  a l i gn -  
ment wi th  world soc ia l i sm (Soviet -  o r  Chinese-type) . 



assistance to ease the transitional costsz esoec ial ly among the 
poor. 

All of this suggests that while policy-based lending is 
controversial ? more frequently than not it has been associated 
with ecanomic success. It may be expected? therefore? that 
po 1 icy-based assistance wi 1 1  remain a permanent part of ma,jor 
donors' poi-tfol ios for the indefinite future. 

Henef iciarv I m p a ~  , 

I 

While critics may concede that on balance better policies 
mean faster ecc~nctmi; growth. they often insist that the poor do 
not benefit3 or may actually sufferz from such growth. Wha are 
the gainers and losers? 

The programs which have been subjected to the most intense 
criticism in this regard are those of the I M F .  Hc~wever~ these 
prctgrams have been the mast actively and visibly defended. The 
IMF's defense of its programs is recounted below because it is 
r~presentative of the thinking among major Jonctrs9 including 
A. I .D.. 

The IMF's basic arg'ument is that while there may indeed be 
some reductian of consumptian as a result of its structural 
adjustment programs? this may affect all groups rather than just - 
the pclor. In any casez it is stressed that this compression 
would have been greater in the absence o f  its adjustment programs 
and the financial support they provide. Specifically, the IMF 
v iew is that the distributional impact o f  exchanqe rate 
devaluation is mised in the short run9 in the long run improved 
growth and employment will occur so that all groups will share in 
higher national income. 

In the monetary area, appropriate policies on money creation 
and credit tend to curb inflationary pressures, which should help 
the poor who usually do not own assets that would rise in value 
with inflation. This beneficial effect is somewhat counter- 
balanced by the fact that established and urban firms are in a 
better position tu compete for credit than are smaller firms in 
the rural sector9 50 the distributional benefit from appropriate 

t credit policies is not as great as might first appear. At the 

i same timez however, interest rate decantrol provides smal ler . 
I firms it7 the rural sector greater access to credit. , 

The distributional impact of fiscal policy is also mi::ed- 
. On the revenue side? through improved direct taxation the 

distribution of wealth and income can bemade less unequal. and 
this is possible as well for selected indirect taxes. On the 
expenditure side, getting civil service size and salaries under 



control kwill have an immediate pusi tive effect on distributicin. 
Reduced subsidies, which result in increases in prices of food? 
transportation, and petroleum. ultimately will increase 
employment. Current food subsidies for the poor largely ignore ,, . -' 

the very poor who live in rural areas. Under any circ~mstance~ .--. 
food subsidies must be targeted much more closely to the lawrst- 
income househct lds. 

The vniy cconcmically and pylitically adequate defense of 
policy-based? nonproject assistance which will hold up in the ' 

long run is that in fact the poor do benefit. To ensure this? it. 
is necessary to view pctlicy reform and poverty; reduction as 
cctmplementary goals5 not opposf'tes. ~his'means? in turn, that 
poverty must become a policy focus in any program for change 
intended to enhance overall econumic grewth. The important point 
is that econctmic crises will force adjustment in same form. 
Pol icy-based program lending pravides the ctppctrtunity for an 
orderly transition away from the problems. However? without 
adequate attentiun to the pc~ctr the transitictn itself is 
threatened. as is t-he 1 ikel ihood of permanent improvement. 

In brief? if the claims of poverty alleviation are seen as 
opposed to the needs far structural adjustment? in a crisis 
situatictn the claims of poverty might be ignored. For this 
reason? actions taken t& alleviate poverty must become a 
supportive part of the pol icy reform package? contributing to 6 

increased productivity and growth and not seen merely as income 
transfers which will reduce growth. 

Work done at th? Overseas Development Institute in London . . 
nates the following kinds of actions which have been taken under 
recent bank lending3 cited with permission o f  the Bank.. (A.I.D. 
was also' active in some of the countries cited.). These actions 
were intended to: ( 1 )  enhance the access of the poor to 
productive assets through land reform that is associated with 
adjustment? as was dune in Thailand; ( 2 )  increase the rates of 
return on assets held by the poor? as done in Ivory Coast3 where . - 
positive income distributional effects resulted from higher . 
agricultural prices; (3) improve access to gainful employment. 
through assistance to retrenched public-sector empleyees (as in . 
Gambia and Guinea-Bissau)? and in emergency employment schemes 
(as in Chile); (43 maintain or increase the rate o f  human capital 
accumulation of the poor through protection of social 
exptnditures, particularly health and education, as done in 
Brazil and Indonesia; ( 5 )  target income- and consumption transfers 
to the pour whose incomes are not increased by structural 
adjustmentr as discussed in the case of food subsidies in Morocco 
and Jamaica. 

The central point is that positive programs. enhancing the ' ' .  

contribution that the poor can make to structural adjustment can . 



be built directly into policy-based programs5 and ail1 be 
acceptable as parts of the growth process. The few remaining 
instances k~here transfers are required for the paor will be seen 
as c?. relatively small part of such programs. 

Even assuming that programs are designed to help the poorz 
the evaluation difficulties noted above remain..impctrtant in 
judging beneficiary impact. The time frame for a program 
"payoff" may be a decade3 and over that period different groups 
may benefit in different ways. To the extent that price 
distortions are reducedp fur example, the beneficial impact in 
the short to medium term is a11ps-k certain to be in the rural 
sectar. And since women play such an impdrtant role in that 
sector5 women stand to benefit. 

-. 
With all the qualifications and cautions attaching ta 

conditionality, among most observers there is cansensus that 
while structural adjustment programs cannot ensure economic 
growth. policies that inflate economies and distort resource 
allocation are inherently suspect as hostile tn economic growth. 
Giovanni Cornia and Frances Stewart i n  1987 summarized. "a f e w  c 

general lessons worth distilling" frctm the structural sdjustment 
experiences of 10 countries.". These are as follows. 

-- The shocks to k~hich the majority of the countries had 
to adjust were exogenous (i.e.? the results of changes 
in the international environment 01- in climatic 
condi tions, both factors beyand the contrul of national 
authorities). 

-- Adjustment is necessary. Whatever the nature of the. 
shock affecting the economy? countries have to adjust 
to a changing environment. Failure to do so normally 
entails huge losses of output and human welfare. 

-- Grov~th-oriented approaches with structural adjustment 
have been successfully idoptsd. While several af the 
10 countries analyzed followed predominantly 
contractionary- p o l ~ c i e s ~  others adopted more growth- 
oriented approaches incc~rporating elements of 

I 

structural ad justmenty and in some cases of human a. 

protection. . b 

3Butswanap Ghana. and Zimbabwe in Africa: the Philippinesr 
South Kctrear and Sri Lanka in Asia ;  and Brazj. 1 (Sao Paulo) 3 Feru? . 
Chile? and Jamaica in Latin America. 



Growth-oriented adjustment is necessary but not 
sufficient to protect vulnerable groups. 

In the short-to-medium term, the we1 1-being of children . -  
and other vulnerable groups can be protected and even 
imprclved with the adoption of appropriate targeted 
prograns? even during periods of economic decline. 

* Most programs aimed at protecting the poor are 
relatively inexpensive in terms of total government 
expend i ture and GDP . 

C 

Foreign financing is important in facilitating a smooth 
program of adjustment. While the availability of 
medium-to-long-term financing in sufficient amount 
allows the investment necessary for structural 
adjustment external assistartce (aften to meet foreign 
exchange costs of imported inputs) for specific 
programs designed to protect the poor also proved an 
important element for the ;x=cessful protection of 
human conditions. 

These conclusions p ~ i n t  to serious problems but also provide 
a basis for optimism. Scfme strategies far economic growth and 
alleviation of poverty do exist. Hok~ever, what kind of growth . 
occurs--whether it improves the lot af the poor.or not--largely 
depends on the kind of strategy chosen.. .. . . , .  

The general lessons of structural adjustment and policy 
reform outlined above can be given broad programmatic definition. 
First?. some asset. redistribution is necessaryz either with 
economic growth or prior to growth3 including tenurial changes, 
massive education? and broad investment in assets that are 
complementary to those assets owned by the poorz such as 
nutrition and education? irrigations and credit programs or input 
subsidies. A second complementary strategy is to increase the 
r~lative and absolute demand for unskilled l a b s ,  which shocld be 
accompanied by the strengthening of institutions that improve 
lahor mobility and access to jobs. Both strategies imply yet a 
third strategy to move prices (including eschanse rates) closer 
to clearinq levels. --- . . 

A study of LJorld Bank experience b; Lionel Demery and 'iony 
, .  . , . 

Addison in 1987 gives added weight- to. the. 'suggestion tha-t; . . .,:.., .. ' . .  . . . . . 
structural ad justment can be carried out: while. providing. " ;  . , ' .  - .  . 

protection. to the paor. They examined attempts of mare than a . . , . 
. ,  . dozen . less-developed countries ' to assist. the poor whi le ' 

undertaking structural adjustment.. . ' Basically? they found that 
the effort must be made to increase the participation of. the poor 
in activities that are expanding under structural adjustment and 
to maximize the ability o f  the pour to generate income, .so that 



transfer payments may be targeted salely to the most vulnerable 
groicps. They "distinguish five broad approlches to assisting the 
poclr under adjustment: 1 increasing ,their access to productive 
assets; ( 2 )  raising their return on assets3 (3) improving their 
employment opportunities; (4) ensuring their access to education 
and health services; and (5) supplementing their resources with 
transfers. In short, these approaches provide many examples 
of the possibility of protecting the paor while undertaking 
structural adjustment. B 

Because there is nothing magical about these strategies 
cited above9 considerable cant\;oversy rurraunds each suggest ion. 
Perhaps the best that any goveinment can do in the matter of 
economic policy reform is to try to achieve and retain an optjmal 
balance between regulation and other forms of government 
intervention and the free play of market forces. Both theory and 
experience (as seenz for example? in the Japanese and Korean 
models) suggest that a vital and grawing economy requires both a 
strong pr ivace s~ctor and a strong and proactive government. 

There is yet another perspective on specific interventions 
that support pulicy-based adjustment: I n  a sen5e9 the essential 
development problem facing less-developed countr-ies is not that 
the potential ctf the market is not understc~c~d. Father? it is 
that changes that took centuries to achieve in developed 
countries are being collapsed into dekades in less-developed r 

countries. In many cases, there has. not been enaugh time for the 
institutional, cultural 5: and. political develclpment that under1 ies 
market-led grawth to occur. Some common features of societies 
integrated through markets are a system c~f laws protecting 
property and contracts? stable. and predictable governments? 
acceptance ctf the rule of law surrounding civil liberties. braad- 
based  capital markets and a reliable system af public 
accountancyz ths concept of relatively equal opportunity, and 
spirit c~i rationality. From this perspective? a strategy af 
development must combine broad-based policy adjustment with those 
projects that help less-developed countries overcome the 
institutional and cultural deficiencies that impede market 
development but that require more time to correct. 

On the whole? A . I . D . 3  experience with policy conditionality 
has been positiv- a9 reflected iii several count:-y evaluations? 
although many difficulties remain. C~~rrent evaluation efforts in 
A.I.D. will be devoted to estimating the impart of'policy reform 
on lower income. groups in less-developed countries.. Preliminary 
results for Africa will be available by mid-1989. 

There is little doubt that the effort at palicy reform is 
overdue and appropriate. Wildly out of balance budgets? ovcr- 
valued exchanqe rates? inefficient government restrictions on the 
sale of agricultural products? and a host of similar economic 
aberrations usual ly praduced the oppc~si te af growth--economic 
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chaesz stagnation? and poverty. Under these conditions, real 
development is unlikely to occur and the paor unlikely to benefit 
except f'rom the random largess of a leader trying to buy 
political ~~ipport. 

As with other approaches that have gained ascendancy at 
different times in development thinking? policy reform raises 
expectations. In this casez however? the expectations gct beyond 
the limited hope that good results will be forthcoming from 
structural adjustment programs. Policy reform requires extensive 
restructuring of economiesr sametimes to the short-run 
disadvantage of large numbers yf the poor. In, turn. this 
requires that donors accept responsibi 1 i tv not only for 
sufficient assistance for the "reformr" but for the costs that 
must be borne by hose "losing" as a result of the changes, and 
hence fctr political stability over the medium term. In other 
words. donors? as well as developing cuuntry leadership? must be 
willing to stay the course. The repudiation hy Zambia in May 
1987 sf the major conditictns of the ad justment package of the 
World Bank and the IMFz and other donorsz is a case in point. 
Perhaps another dozen African countries as well will be unable to 
repay their external debts. It is widely agreed that the reforms 
initiated and now postponed by Zambia were basically sound but 
that donors should have been aware of the extra funding 
requirements they implied over the medium term. 

This role of the developed countries in the policy reform 
efforts of less-developed countries merits special emphasis. 
Pol icy condi t ians bear heavily on borrowing countr ies under our 
current international economic systemr while industrial countries 
typical.1~ do not face such conditional i ties. This asymmetry in 
policies can and often does have severe, adverse effects on less- 
developed countries undertaking policy refarms. Similarly. some 
developed countries urge policy reform to sti~ulate increased 
exports from less-developed countries while. fctr dctmestic 
political reasons? adopting restrictive trade practices that 
inhibit those potential exports. This practice is well knawn 
among all c~bservers~ and brings into question the seriousness of 
the proposals by representatives af developed countries for 
policy reform in less-developed countries. 

At the same kimey there are already signs that policy refctrm 
may be promising too much. There.are standard technical 
arguments for a go-slow approach on reform. Our knowledge base 
is certainly limited? and in the very areas in which problems are 
worst? so too is our knawledqe base. Rlso3 ambitiot~s donors 
often pile conditian an condition so that the complexity of 
meeting any condition is tied in with meeting the others. 
Moreover3 w e  lack a behavial-a1 model which clearly relates policy . , 

change-to expected outcomes. The connection between the two 
often is impenetrable to rational? empirically-based analysis. 



Because policy refarm changes the balance af pctwer among 
graups in the economy5 it is bclth an economic and political act. 
From this perspective3 perhaps the main problem encountered in 
encouraging policy reform is to convince the leadership that they 
will be able to survive3 and even prospery while at t h s  same time 
giving up power and authority, This is whya policy reform cannot 
be imposed from the outsids if it is expected to be af lasting 
value. Policy dialogue require~~patient, long-term (decade ctr 
more) collaborative efforts among danors and recipients alike if 
it is not to become just anather promising5 but failed, 
development fad. 

t 


